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2) Estimated Average Refai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 
- Assumes residential wireline margins are equivalent to total wireline margins 

3) Calculated Wholesale EBITDA Contribution 
- a) Rt imated average wholesale COGS’,and SG&A per line 

- Assume 5% avoided cost in COGS; 20% avoided cost in SG&A 

~ b) Compared this cost structure to revenue f rom wholesale UNE-P rates 

COGS S.G.3.A EEITOA %of COGS % 01 S,G&A Calculated I I 
(O% of sales) (% 01 sales) margins avoided avoided EBITDA margins 

SBC 35% 25% 40% 5 “h 20Qh -24% 

VZ 3 1 “10 24% 45% 5% 20% -4% 
BLS 2 i %  23% 50% 5% 20% 13% 

18 
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0 4) Estimated Future Line Loss in Each State 

- SBC: Lost 692K lines to UNE-P in 2Q. up from 358K in 1Q 

We believe roughly half of these were in June alone 

AT&T entered IL and OH in mid-June, CA in early August 

- 

- 

- We expect line loss of l m  in Q3 and 1.2m in Q4 
'c 

- BellSouth: Lost 278K lines to  UNE-P in 2Q, up from 239K in 1Q 

- Losing 100-1201 quarter to reseller in Florida 

- AT&T in Georgia and is  likely to  enter Florida as well 

- We expect line loss of 300K in Q3 and 400K in Q4 

- Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q 
- AT&T increasing marketing expenditures in New York 

. .  - Announced entry into New Jersey in September 

- Expect to enter Pennsylvania in 4Q 

- We expect line loss of 230K in Q3 and 500K in Q4 

t& l l l l S  \\illhlll;q 
?4 
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+ Downgrading the Bells (BLS, SBC and VZ) 
- Expect the group to perform inline with the market over the next 12 months 

- Dividend yields should provide a backstop on valuations 

+ Economics of UNE-P worse than expected for the Bells 

- Will put  additional pressure on Bell p a r g i n s  and earnings 

~~ SBC and BellSouth are the most exposed 

Q Line Losses Will Likely Accelerate in 2H02 
~- AT&T and MCI 

No near-term regulatory relief expected 

e Long Distance is Only a Partial Offset 
- Local revenue i s  much higher margin than long distance 

~ To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers 
for  every UNE-P line added 

2003 EPS Estimates are Too High 
- We now expect 2003 EPS to decline 1.8%; the  Street s t i l l  forecasts growth & I I I ; S  \\i\t'Ittll'; 
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Regulation pressuring RBOC profits 
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Hold 
RBOCs’ core profil Center is under severe attack from Competitive 
forces. Regulators have reduced UNE pricing such that CLECS are using 
UNE lines to met ra te  the residential and small business markets. In 

BellSouth Corporation 
Qwest Communications 
SBC Communications 

~~ ~~ ~ 

Verizon Communications our view, until UNE pricing becomes more rational, the RBOCS Will 
suffer steeper profiabiiity squeezes from CLECs using UNE lines. 

CLEC penetration rising: By the end of 203: according 10 the FCC. 
CLECS accounted tor 10.29. of the naton3 192m switched lines. up 
from 7 7 o o  12 months earlier. a 3Z00 increase in market share Cable 

telephony ilnes are mcreasing at a sliohtly faster rate than overall CLEC 
lines By tne end of 2001. according to tne FCC. cable telepnone lines 
constitutec 1 l o o  of CLEC lines (2.217- lines) an3 ! O m  ot all Switched lines. 

Lost ILEC profits: ILECs lost 1.5m lines in the last six months of 2001 
in !he form of UNES (unbundled network elements) to CLECs. which we 
estimate comes 10 S lbn  in lost annuallzed sales. most 01 which IS pure 
prcfit in a SIX-month span. then. after taxes. ILEC nottom ihnes lost 
333~: S325m ir net lncome. and 54 2bn In marne: CaDlta~uat~sn 
2ssJminz a 13x ?:E multiple ?he Bells coi irol aoou! 94O0 sf  t i ?  Z ~ O P  s 
ncmoent  access lines. so the FiBOCs primarily inrough UkE 12s: 

j4bn in marnet capitalization in the las: half of 202: The 5el’s curren:ly 
nave a SZZ03n eauily market cap. meaning that CLECs conce,vably 
aestrovec Zoo of Bell equity value lr. the H2 2031 

Some CLEC overbuilding: In H2 01 C L K s  gatned 2 r m  lines which 
we beiteve was created exclusivety at the expense of tne ILECS or 
’ 9  332 lines per business day Some of these lines are 1051 to cable 
ielermony or where CLECs build their own conne;tions dlrectly to 

businesses In such cases. the CLEC has overbu~tl or comoleteiy 

severe3 me connection between the ILEC and me customer. removlna 
the ILEC from 100% of their former revenue Stream 

Ratings: we maintain our Hold ratings on Bel!South Gorp.. owest 
hnmunlcations. SBC Communications and Verizon ~ o m m ~ ~ , ~ ~ ~ , ~ ~ ~  

Bruce J. Roberts 
-12124293459 
Lsuce fobenSBdhH corn 

William P. Carrier 
-12124293457  
william CarnerBdhH Corn 
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6eouNators are IorcinQ 

unDrofitaSIe resale pricinD upon 
Ihe iota, mcustrii tnrougn 

UNEs 
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I Investment summary and 
I conclusion 

The lsn'l the CLECS: wltn a weak caoitai markel. and 1h2 lechno bUC3le-OurS:. 

tne money CLECs neea to build out a local nerworn Is hiOT available In me pubtl: or 
Dank markets Ironically. the mpact of CLEC competition has never been more 

NEGATIVE lor RBOCs (we interchange the terms RBOCs and IL iCs) .  Why' Because 
the regulators are IorcinS unprolitable resale pricing upon tne local lnaustry through 
Unbundled Network Elements. or UNEs What are UNES' 

UNEs are networi 'elements' - switching cooper lines. data base hookups. fiber 

trunks tnto onlce Oulldings. etc.. thal the RSOC is lorced IO lease to the CLEC. When a 
CLEC uses UNEs INSTEAD 01 building out its own copper loops. swilches. etC.. 11 

avolas malor capital exoense. and 'rides' me RBOCs' mvestments made Over 
decades; Whe! 6aplai llowed freely 10 CLECs in Ihe 1990s. CLECs took that money 
and decide0 to builo their own networks. At the time that seemed to be a ralional 
decision: money woula be available lrom Wall Street 'forever'. and an owned network 
would oe more prolllabie man a ieasea one - eventually Unlonunately tor those 

CLECs that overbuilt over wiae geographic territories. (.e.. tne "XOs" of the world that 
declaed there was a ousmess case lor a 'national -local' tnlrastruclure lhat served (in 
retrospect) way too many cities. thereby never achiewng density - the key to local 
prolilability - the  capital markets dried up Len. were the liouid competitors to the Bells: 
ATBT and MCI (until now). who. over the last two years. have laken up UNE. or 
leasing. rather than consrructtng a secono iocai networm as the means to compete. 
WdY7 

ATST and MCI are very concerneo a33u: l o s q  long dmance CuSIOmers to the 
R90Cs So even 11 ,'K.iE Isn't as piof~:a31n as a i v i ' ng  you' own nerworn by being able 
to offer local sewice Dromplly lwnich VNE enables1 and at a decenl profit (which LJNE 
enaDle5). the long a1siance carriers can comba! ions dlstance CuSlOmer aeleclion. 
making THEIR loray inro leasing Ioca. 5erv.ces more profitable by avoiding lost long 
distance revenues, than an "XS' could 'lave 

b Hence. tne recent rapid entry i l l 0  long distance by the RSOCs has been 
accompanled by a rapid expansion of the use 01 UNEs by CLECs. principally 
AT&T and MC! 

b Slates rule ove: me i e o s  on locat leiepnony States have been widening the 
UNE discount - 10 (ne aetrirnen: 01 :ne aaOCs - as a Quid pro quo to RBOC 
long distance entry Local profit rnarglns are much tatter (450.1 than long 
distance margins W o o ) ,  so the current trade-off IS a loser lor the R B O C ~ .  

2 



The regulators may allow three 
to  tour venicallv anc 

horiz0nially integrateo 
orovioers 

3 

b T~~ na5 caused TK? more r a w  C - X  -*.s was 5ee- 

most recently Caidornia. wnere tqe :A 3;: :as recently ru,ez ma: :zr ,a- 

provide long 0,stance (SSC s:il' ELS! a m y  a: :ne ;::, , -  :-e : ~ C E  ? :A 
A T ~ T  13-; x:a-.:i 

causing a tmng-engendered 105s as we], 

--- 

lowe. U F C E  rates SfF395 SSC wa5 able to ae: 

which regulators? weti. tlrst tne i C C .  wncn :OOK ine 1996 A;: t';a: o;z n-: s3ez.t) 
panlcuiar uNEs or wna: Drlce tney SnOUld be maae available a! The last i C C  maoe a 
long list of U N E ~  ana se: severe dlscoun: 'trameworms !o tnose UNEs. Tnen tne slates 
go: Into the act by setting the actual UNE rate. 1.e.. tne discom1 from r e a  rates 
offered to an 730C s customers. These discounts can be as nigh as 65:.' At the 
margln. such revenue loss. accompanied by continue0 network  COS!^. results in aim051 
one-tor-one prof11 1055 -thus. the UNE is highly profit-destructive 

The only saving grace 1s lnat MCI has Serious financial difficulties. and could be forced 
to abanoon its UNE exDansion program - to Ine Bells benefit. IP addition. AThT. which 
1s In much better tinanciai snape. an0 can. we estimate. survive on its own for years. 
could be bougn: out ~y a Bell if the current telecom melldown continues In other 
words. the regu:arors - me FCC and DOL - may allow the oligooolization of the 
telecom IMUSIP,. wnere mere are three to !our venically and norizon:aily integrated 
proviaers. That is tnree 10 four old Ma Bells 

b For investors WE DeiaevE :hat me 3eic are :racltnG near historicaliy IOU multiples of 
EBITDA, whicn 15 the most imponant barometer of value. in our view However. 
UNE IS.  a: the margin 50 value aeslruc:Ive, tna: we would be HOL3ERs. if and 
unttl the regulamrs Detome more real~s:!:. And I! they don't. shareholaers mlght be 
rewarded by a Sever€ downsmng of MCI and,or absorption of AThT by a Bell 
Conclusion: Hold 



"The cream skim" - business, I population density and I demographics 

The current competitive policies favor rich residential customers large busmesses and 
states with greater populatlon aensity. 

According to the FCC. 55". of CLEC lines served medium and large businesses and 
government cusfomers. In confrast. just 23:e of ILEC lines served such Cuslomers. 
Conversely, 45% of CLEC lines served residential and small business markets, 
while over 75% o f  Bell lines served lower profit residential and small business 
lines. Busmesses and government offces are more densely packed. and Spend more 
per access iine tnan resoents 

Thus. the ILECS~ are left holding the 'bag' - serving more of the costly (read. 
geographically dlspersedl and lower Daying line base We view the 'cream skim' as 
one of the most compelling arguments that local competition regulation IS destructive 
and illogical 

45 oi  CLEC lines sewe3 
resloentiai anc small business 

marnets 

. 

Year-end 2001 E CLEC line composition 
~~ ~ ~ ~~ . .~ Figure 1: CLEC ~CEISS lines. 1999-2001 

25000 ~~ 12 0.. 

.. ~~ ,. . I 
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Overbuild: 337.. but in key sectors much lower 
The goal o i  the 1996 pic! to 

create the environment tor local 

01 the 33tC over3u,~c percentage. we es:lmate mat unoe. 5 ' -  3' res.ce-:,a ! I T S  ar? 

overbu,lt llne5 we beiteve tnts IS a reih?: statistlc anc pemacs the r w s :  '-.?xa-: ' *  

comttetitioln n31 create local this repon, In 3s a: year-end 233' mere were :3&r res,sei!)a a-c S la t  
COmPetttton business lines The majority 01 OverDuilt lanes are busmess mes wn a 

Concenlrat,Op op, meolum anz large s,zez Sustnesses Our view 1s tna: !ns :;:re?: 

rules forcing RBOCS to resell local lines IO CLECs at very oeep d iscou~ls  are of! 
course. The goal of the 1996 Act was to  create the environment for local 
competition, not create local competition. Althougn seemingly subtle. tnis IS a huge 
dfstinctlon. Tne loea 15  tnat to produce new. eXCltlng services ana pricing programs 
requlres a competitor to prowae new. excltlng services How can tnat oc:ur it the 

CLEC IS reselling tne RBOCS' service7 with only a 33% overbuilolng rate. the desired 
outcome of tne ACI 1s unaccomptlshed Tne mea was to give the CLECs a means to 
bulb customer scale upon whlcn they could then justify building thelr own network. 
smce this 1s ap industry o i  scaie ir. Dolnt of fact. the growth IC UNE hnes IS 

accelerating. aespite tne tact mat the Dase 01 CLEC customers IS also expanding Wlth 
UNE. the CLECs are merely behaving as rallonal declston makers. If 11's cheaper and 
less risky to resel' ra!ner than Dulld then resel: I S  the answer UnllKe the long dlstance 
industry7 whlch t5 less of a natural monopoly m c e  11 takes lust severalbn dollars and 
two to three years to bullc a natlonal network. except tor the cream of the busmess 
market and the cream I e demograonlcaliy aeslrable iread. itch homeowners who 
can buy many sewces! resioential marne:. a new natlonal local network IS unllkely to 
emerge. We won't get Into "what ids,'' but unaer a more railoral iocal competttlve 
lramework, overbulking mtght nave occurred to a greater enent. 

Sinking the sunk costs 
Overbuilding erases any revenue contribution from former customers or prospective 
customers that ww ld  have  use3 a Be" 1' a- overb-lldmg CLEC xasn't around It tully 
'stranas' tne lines asse!s The Dustness fase ' 5  easier to overbuild because they are 
located 1'1 o11lce Duliotngs ano o:nerwse 3acKez more aensely So tne 'cream sktm' 
has Deen accornpan~eo cy  foe 'eve% ' c  ->a: 1s io, years CLECs such as Tlme 
Warner Commui~catloPs ATh- 3 u s , ~ s s  2-3  W?:.!jCom s MFS iallnough we belleve 
one 01 WCOM s downtall was i!s InaDwty IC leverage tne MCl long dlstance base and 
'baCKSell an MFS iocai oroou:i mtc ! lave Deeo ou:iofng tnelr own trunks Into 
business locations either !uIly bypass#?S I?€ ILEC or DernaDs rentlng mlnlmal network 
subsegments s k h  as tne last t lnK i i t o  a baNio8ng NOW. cable ieiepnony 1s copylng the 
CLECs on Ine resicentiai s m  By aqgybaintng onto tne cable televtston network. they 
found an economical way IC overoutlo !PIE less Oense resmentlal base. a danger to the 
Bells that have concemea us lor some itme i C C  statlstIcs snow cable telephony 
penetration in-reasin; evep faste. tnar overa!i CLEC pene!rallon. and ATBT 
Broadband reponed In 32 02 tna: io. t i €  thrs: rime, 11s caDie telepnony operat,ons are 
EBITDA-positlve, validation ma: a means to cracK' the natura! monopoly In  the local 

resldentlal marnet exists It still takes a lot longer to aepioy a cable telepnony line than 

a UNE I~ne Thus. C a m  telephony 1s ?rObaDly impacting residentla1 ilnes' margfns, but 
not taklng signiticant marnet share 

Cable teiepnony penetration IS 

,ncreasi iS w e n  taster than 
o x r a t ;  CLEC penetration 

5 
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UNE-P has ma:: 11 possible Io: 
A' i ant MCI 10 compete in 

tne testnential arena 

T~~ DO:101, ;,?e Ls ma: z z - 5 ~ :  :so- :CIES - IW: :,avo-s iess,,,-; :?e =.32Es *s:\%:.* 
or ovemu,ld,nG Tne Bells argue tna: low ONE rates w?,:- :a- +?.;e a r  = 3 C  ti^ 

resell a local lhne 10 a CLEC Such as MCt uNeignDomooC' for as mj:r as i F c  cf' c' 
arer ! 5: ~ a c  3e:ause lney 2' leas: Drovwe some revenue a:.:$% a -';- ',xi: 

cost AISO. smce the l!ne IS ae31oveo aireaay lsunk cost. a i c  m y  min!cla' 

cas" reou,rej :c omrate ma! h e .  a i  3:33C woiilo seiect u N E  to ove:s,,'oi-; as : le  
lesser 01 two evils. We agree However. wllh overbulldtng non taning place in me 
business ano res,den:faI enas 01 tne local mame:. we expec! tna! tne value a! tne 
RBOCs pian: , e , fneir sunk costs are falling. and that plant,write downs loom. 
Again. the overnuilding IS concentrating in the large business arenas ana will occur lor 
Dlant tnat serves large businesses. not tne reSiOenl8al market. 

Resale: 22%, down from 43% two years earlier 
Resale is uneccnomital for CLECs. so they are dropping resal? lines or changing lnem 
to a UNE-9 "lines" regime. which are functionally equivaient. DUI add 2ODC-4Co9 potnls 
ot gross margin :o a t L i t  

Figure 2: LINE vs. resold lines. 1999-2007 
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UNE: 47% (@% at YE 1999) -erased 2% of bell equity? 
The UNE platform 1s gr3wing raoidiy in use To the CLEC the Oniy dlllerence belween 
reselling and U N E s  15 the cost In lac: LlNE IS nothing more th3n resale wifh 2 - 3  the 
discount. which comes tc a 355c-60v.c discount UNE-P has made it  posstble lor ATBT 
and MCI to compete In tne reS$aenllal arena Because I! is too costly lo bulla out IeSS 

dens€ residential neiworKs, LJNE-D resale (and caDle ieiephony overbufldlng) are 
betng used to penetrate the reslaentlal and small DuSmSS market Accordlng to the 
FCC. C L E O  Served 4 6% of [nose marxets at the end of 2000. and 6 696 of such 
markets by year-end 2301 There were 9 5m UNE loops at year-end 2001. up from 

six months earlier About 6 1 %  or 5 8m Ilnes. were UNE-P lines that included 
switching. and the resf 13 7mJ were UNE loops where Ine CLEC leases the 
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Regulators hurting consumers in long run 
Peauialors nave move: to an 
active stance IO recesign the 

incusth 

The cornDinalion 01 very effective iotmyinq o?, the Daz oi sna!l  ai: la? {rea: A X -  
CLECs. and a aemocratic ccc (though: 10 oe frlendiy 10 long oIstaiCe a w  C-ECs. n:: 
RBOCs) ~ r ~ a o ~ ~  tne FCC to  create me iJhr.?ia:!arn. or VhE-C Tne =CC a e x e o  

that UNES shouia DE oriced at a tneorerical level. mat 15. wna! wodlc .: :as: !:' a Era?: 
new local netwow to add an access ikne The assumptions m x o e  state-o!-tne-az 
networks throughout and pede;: capital and man-hour deployments In Olner WOrOs.  

WE belteve tnese are Imaginary non-nistonc. therelore. in our Opinion. tnts IS an 

unreasonable way to regulate an industry Another related issue 15 thal of regulalion 
altogetner In tne 10 years of covering tnis industry. regula!ors have. In our view. taicen 
an exponentjally more rwolved role in the "day-to-aay" decisions about Dricing. 
mergers, service otferings. Inter-carrier relationships. etc. than before tne 1996 Act. I! 
wasn't suppose0 to turn out lhal way Regulators have moved lo an active slance lo 

redesign the industry. from a passwe slance where carriers knew the rules and 
operated free!yw;:nin therr. They mew wna! tneir returns would be. and dldn'l have lo 
make the very risky types of investments RBOCs have made in the past few years to 
compensate for lhe loss of growth in the core business that has destroyed shareholder 
value. On top 0' ma: lne regulators have had the nerve la regulate Ine newer high-risk 
caDila! return-orojetls SUP as 3SL Now every carrier move is scrutinized by a stale or 
FCC hearing. siowing oown the communications revolution of lhe late 1990s. In the 
short run, the consumer wins with lnese artiflclally lowered local r61es. In the long term. 
the consumer will suffer as ILECs cut tneir caoital budgets ay 30%. which w~ l l  produce 
lewer services. more network outages. ana crummier customer service. The regulators 
don't understand that the local induslry, unlike tne long distance industry. is the closest 
thlng in telecoms 10 a 'natural' monopoly Wlreless. long dmtance and undersea 
nelworks cost less per 35-0 to Build. anc are consiructeo in a matter of months or a 
year or two. no! :?e n a y  years I: taws I C  >U: IC  2 'aca' iandiine nelwork 
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